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NOTES FOR FOMC MEETING 
Margare t  Greene 
J u l y  9 - 1 0 .  1985 

The d o l l a r  was remarkably  r e s i l i e n t  f o r  much of t h e  p e r i o d  

s i n c e  t h e  l a t e s t  d i s c o u n t  r a t e  c u t  and your  l a s t  m e e t i n g .  Through 

l a s t  week, d o l l a r  r a t e s  moved e s s e n t i a l l y  s ideways .  showing l i t t l e  o f  

t h e  v o l a t i l i t y  t h a t  had marked exchange r a t e  movements d u r i n g  e a r l i e r  

months of t h i s  y e a r .  The t o n e  f o r  t h e  d o l l a r  was a t  t i m e s  s o f t -

p a r t i c u l a r l y  f o l l o w i n g  r e l e a s e  o f  f i g u r e s  s u g g e s t i n g  a f u r t h e r  

slowdown o f  U.S. economic growth and t a l k  o f  y e t  f u r t h e r  d e c l i n e s  i n  

U.S. i n t e r e s t  r a t e s .  But n o t  u n t i l  y e s t e r d a y  d i d  t h e  d o l l a r  show any 

pronounced d r o p .  Now t h e  d o l l a r  i s  3 t o  7 p e r c e n t  lower  t h a n  May 2 1 .  

Much o f  t h i s  d e c l i n e  o c c u r r e d  i n  t h e  p a s t  two d a y s .  

N e i t h e r  t h e  German mark no r  t h e  J a p a n e s e  yen g o t  much l i f t  

f rom t h e  d o l l a r ’ s  e a s i e r  t endency .  T h e i r  g a i n s  a g a i n s t  t h e  d o l l a r  

were among t h e  l o w e s t ,  o r  abou t  3 p e r c e n t .  P e r c e p t i o n s  t h a t  t h e  

economies o f  Europe and Japan  a r e  v u l n e r a b l e  t o  a slowdown i n  e x p o r t s  

t o  t h e  Uni ted  S t a t e s  were r e i n f o r c e d  by d i s a p p o i n t i n g  s t a t i s t i c s  f o r  

t h e  f i r s t  q u a r t e r .  The Bundesbank’s e f f o r t s  t o  gu ide  s h o r t - t e r m  

market  i n t e r e s t  r a t e s  down abou t  25 b a s i s  p o i n t s  s i n c e  l a t e  May 

th rough  open marke t  o p e r a t i o n s  has  n o t  r e l i e v e d  growing conce rn  abou t  

Germany’s unemployment problem. The f o c u s  o f  a t t e n t i o n  t h e r e  h a s  

moved t o  f i s c a l  p o l i c y .  where a d e b a t e  h a s  emerged o v e r  whether  t o  c u t  

t a x e s  i n  one o r  two s t e p s .  Whatever t h e  merits o f  t h e  c a s e ,  t h i s  

d e b a t e  i s  l e a v i n g  a s o u r  t a s t e  i n  t h e  marke t .  I t  u n d e r s c o r e s  

Germany’s d i f f i c u l t y  i n  c r e a t i n g  new j o b s ,  c a s t s  doubt  abou t  t h e  

government ’s  a b i l i t y  t o  respond c o n s t r u c t i v e l y  t o  a changing  economic 

envi ronment .  and ra i ses  q u e s t i o n s  abou t  t h e  p r o s p e c t s  f o r  r e t a i n i n g  

p o l i t i c a l  s u p p o r t  even w i t h i n  t h e  gove rn ing  c o a l i t i o n .  



- 2 -

The p r i n c i p a l  c u r r e n c y  t o  b e n e f i t  from t h e  e a s i e r  d o l l a r  has  

been t h e  B r i t i s h  pound. I t  a l o n e  a p p r e c i a t e d  7 p e r c e n t  d u r i n g  t h e  

i n t e r m e e t i n g  p e r i o d .  S i n c e  i t s  l o w  p o i n t  i n  F e b r u a r y ,  t h e  pound has  

r ecove red  3 2  p e r c e n t  a g a i n s t  t h e  d o l l a r  and 14  p e r c e n t  a g a i n s t  t h e  

mark t o  t r a d e  a t  i t s  h i g h e s t  l e v e l s  i n  1 4  months .  The o u t l o o k  f o r  

economic growth f o r  t h e  Uni ted  Kingdom i s  b r i g h t e r  t h a n  f o r  mos t .  

I n t e r e s t  r a t e s  i n  t h e  Uni ted  Kingdom a r e  h i g h ,  h o l d i n g  t h e  l e v e l s  

above 1 2  p e r c e n t  t h a t  have p r e v a i l e d  f o r  s i x  months.  C u r r e n t  r e t a i l  

p r i c e  and money s u p p l y  d a t a  s u g g e s t  t o  marke t  p a r t i c i p a n t s  t h a t  t h e  

B r i t i s h  a u t h o r i t i e s  w i l l  have l e s s  scope  t h a n  o t h e r s  f o r  l e t t i n g  

domes t i c  i n t e r e s t  r a t e s  f o l l o w  any g e n e r a l i z e d  d e c l i n e  i n  i n t e r e s t  

r a t e s .  Thus,  s t e r l i n g - d e n o m i n a t e d  a s s e t s  a p p e a r  t o  b e  t h e  most 

a t t r a c t i v e  a l t e r n a t i v e  t o  d o l l a r  a s s e t s  f o r  i n v e s t o r s  r e s i s t i n g  l o w e r ,  

s i n g l e - d i g i t  y i e l d s .  With a l l  t h e  t r a d i t i o n a l  and i n n o v a t i v e  hedge 

p r o d u c t s  a v a i l a b l e  t o  be used shou ld  s t e r l i n g  s t a r t  t o  weaken, 

i n v e s t o r s  f e e l  r e a s o n a b l y  c o n f i d e n t  t h e y  can  p r o t e c t  t h e m s e l v e s  

a g a i n s t  a d v e r s e  exchange r a t e  moves. 

For much of  t h e  i n t e r m e e t i n g  p e r i o d .  t h e  d o l l a r  b e n e f i t t e d  

from a f a d i n g  o f  e x p e c t a t i o n s  of a s h a r p  downward b r e a k  i n  d o l l a r  

r a t e s .  The c u r r e n c y  was s t e a d i e r  t h a n  a n t i c i p a t e d  i n  t h e  f a c e  of 

nar rowing  i n t e r e s t - r a t e  d i f f e r e n t i a l s  and u n f a v o r a b l e  news. A l s o  many 

market  p a r t i c i p a n t s  expec ted  t h e  Uni ted  S t a t e s  economy t o  be  more 

buoyant  i n  t h e  second h a l f  of t h e  y e a r  t h a n  t h e  f i r s t .  Consequen t ly ,  

c o r p o r a t i o n s  and i n v e s t o r s  remained w i l l i n g  t o  t a k e  advan tage  o f  

d o l l a r  r a t e s  t h a t  appeared  cheap .  r e l a t i v e  t o  r a t e s  of t h e  p a s t  n i n e  

months,  t o  meet r equ i r emen t s .  Fu r the rmore ,  t h e  i n t e r e s t  y i e l d s  on 

d o l l a r  i n v e s t m e n t s  were s t i l l  l a r g e  r e l a t i v e  t o  any l o s s  o f  p r i n c i p a l  

coming f r o m  t h e  modest d e c l i n e  i n  t h e  d o l l a r .  Consequen t ly ,  t h e r e  was 

a f u r t h e r  b u i l d u p  of  f o r e i g n  inves tmen t  i n  f i x e d  income s e c u r i t i e s  and 



l i t t l e  conce rn  t h a t  i n v e s t o r s  had an immediate  i n c e n t i v e  t o  hedge by 

s e l l i n g  d o l l a r s  i n  t h e  forward  m a r k e t .  

F o r e i g n  c e n t r a l  b a n k s ,  b r e a k i n g  s h a r p l y  w i t h  t h e  p a t t e r n  of 

e a r l i e r  months.  were a l s o  s u b s t a n t i a l  n e t  buye r s  of  d o l l a r s  d u r i n g  t h e  

i n t e r m e e t i n g  p e r i o d .  The o t h e r  c e n t r a l  banks  of t h e  G - 1 0  bought  more 

t h a n  $ 3  b i l l i o n  i n  t h e  marke t  a s  w e l l  a s  more t h a n  $1 b i l l i o n  

e q u i v a l e n t  o f  marks ,  t h e r e b y  i n  e f f e c t  p r o v i d i n g  s u p p o r t  t o  these two 

r e s e r v e  c u r r e n c i e s .  Adding c e n t r a l  banks ’  marke t  pu rchases  o f  

d o l l a r s .  e s t i m a t e d  i n t e r e s t  e a r n i n g s  and e s t i m a t e d  d o l l a r  p roceeds  

from o t h e r  o p e r a t i o n s ,  w e  c a l c u l a t e  t h a t  t h e  f o r e i g n  G-10  c e n t r a l  

banks a s  a group have  accumula t ed ,  s i n c e  t he  b e g i n n i n g  o f  t h e  y e a r ,  

t h e  b u l k  o f  t h e  d o l l a r s  t h e y  s o l d  i n  t h e  c o o r d i n a t e d  i n t e r v e n t i o n s  of 

J a n u a r y - e a r l y  March. 

F o r e i g n  c e n t r a l  banks  have t h e r e b y  shown themse lves  u n w i l l i n g  

t o  s u s t a i n  a more o r  l e s s  permanent d rop  i n  o f f i c i a l  r e s e r v e s .  T h e i r  

concern  abou t  r e l a t i v e l y  h i g h  l e v e l s  o f  t h e  d o l l a r  a p p e a r s  q u i c k  

t o  s u b s i d e  when t h e i r  c u r r e n c i e s  s t o p  d e c l i n i n g  and t h e  exchange r a t e  

i s  no l o n g e r  a s o u r c e  of p r i c e  p r e s s u r e  a t  home. A coup le  of c e n t r a l  

banks have sough t  t o  r e c o n s t i t u t e  r e s e r v e s  l o s t  e a r l i e r  i n  t h e  y e a r .  

A t  l e a s t  one c e n t r a l  bank i s  making p r o v i s i o n  f o r  a 

government l o a n  repayment l a t e r  t h i s  summer. S e v e r a l  c e n t r a l  banks 

a r e  o p e r a t i n g  w i t h i n  t h e  EMS framework a t  a t i m e  when t h e i r  c u r r e n c i e s  

appea r  t o  be f i r m  r e l a t i v e  t o  t h e  German mark.  These c e n t r a l  banks 

f e e l  a n  a p p r e c i a t i o n  o f  t h e i r  c u r r e n c i e s  a g a i n s t  t h e  mark i s  

u n r e a l i s t i c  on economic grounds .  S i m i l a r l y ,  t h e y  a r e  a p p r e h e n s i v e  

about  l e t t i n g  t h e i r  domes t i c  i n t e r e s t  r a t e s  e a s e  more r a p i d l y  t h a n  

t h o s e  i n  Germany. Consequen t ly ,  t h e y  r e s o r t  t o  i n t e r v e n t i o n  and 

pu rchase  t h e  two c u r r e n c i e s  deemed l i k e l y  t o  be most u s e f u l  i f  needed 

t o  f i n a n c e  f u t u r e  i n t e r v e n t i o n  t o  s u p p o r t  t h e i r  c u r r e n c i e s .  
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Demand for dollars from both the private and public sectors-­

as well as the practice of judging the dollar chiefly by comparison 

with the mark--gavethe dollar more of an appearance of stability than 

was justified. In fact there was a weakening of sentiment towards the 

dollar developing among a more narrowly defined group of market 

professionals since late May. Bank foreign exchange dealers and IMM 

speculators have been consistent buyers of currencies, preferring 

Swiss francs and yen to German marks. They have noted the dollar 

purchases of foreign central banks and perceived other countries to be 

willing to accept the competitive advantages of the current situation. 

Bank dealers now perceive it is the United States--not other 

countries--that is concerned about the consequences of the current 

exchange rates. They are wary that the Federal Reserve might perceive 

itself as having room to push interest rates down aggressively in 

hopes of stimulating the economy and getting the exchange rate lower. 

It is the Federal Reserve. rather than the Bundesbank, that is being 

rumored t o  be the central bank most likely to intervene to limit any 

tendency for the dollar to rise. 

Under these circumstances, the market is vulnerable, both 

technically and psychologically. An example of this vulnerability is 

the exchange market reaction to Friday’s employment data that weakened 

confidence about the ability of the U.S. economy to regain momentum on 

its own. Market professionals simply were not prepared to take into 

their positions dollars offered them by investors and corporations now 

disappointed by the dollar’s performance. Thus. the dollar moved down 

2 - 3  percent in a matter of 24  hours. After this drop. talk began 

to circulate in the market that investors are beginning to reevaluate 

their dollar investments and taking advantage of maturing deposits to 

diversify somewhat more. In the days ahead, sentiment will be 
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influenced greatly by market assessments of how the Committee deals 


with the difficult policy choices it confronts at this meeting. 


Despite persistent rumors to the contrary. we have not 


intervened in the exchange markets during this period. 


Our only foreign-currency operation was done, for the account 

of the Treasury’s Exchange Stabilization Fund. in connection with U.S. 

participation in a multilateral bridging loan for Argentina. The 

United States accounted for $150 million of the total $483 million 

facility that was established with the support of twelve monetary 

authorities after Argentina announced its agreement with the IMF on a 

stabilization program. Argentina has made two drawings of roughly 

equal size on this loan for a total amount of $460  million. of which 

the U.S. portion was $142.9 million. Argentina is scheduled to repay 

the drawings in two installments--onAugust  15 and September 30--using 

if necessary proceeds of its drawings on the IMF. 

None. 




NOTES FOR FOMC MEETING 
July 9-10, 1985 

Peter D. Sternlight 

Desk operations since the May 21 meeting sought to maintain 


unchanged pressure on reserve positions, taking account of the discount 


rate cut just before that meeting. Operations were conducted against the 


background of an exceptionally unruly Treasury balance and mixed trends 


in economic and money growth. 
 Economic indicators continued to show 


spotty growth, with occasional signs of strength mitigated by indications 

of weakness. At the same time, inflation data remained quite favorable. 

Meanwhile, after slowing in April and early May, growth in Ml surged 

later in May and right through June--KaiSing it far above the Committee's 

preferred March-to-June pace and appreciably above its parallel growth 

band. Growth in M2 accelerated as well, with strength in June lifting 

this measure a little above its annual growth cone but still well within 

its parallel band. March-to-June M2 growth turned out about in line with 

anticipations as of March, but above those indicated at the May meeting. 

While M3 growth also picked up, it was still a bit below the Cornittee's 

three-month growth rate indicated at the March meeting. This put the 

June level just above the midpoint of its annual growth cone. 

Reserve paths allowed for $350 million of adjustment and 

seasonal borrowing exclusive of "special situation" thrift borrowing, an 

amount close t o  the borrowing of the prior intermeeting period after 

comparable adjustment. Actual borrowing was initially expected to run 

somewhat higher because of the special borrowing that had not yet been 

classified as extended credit. (By late June, virtually all such 

borrowing had been reclassified and some of it had been paid down.) 

After incorporating this adjustment, however, borrowing ran higher than 



allowed for, averaging in the neighborhood of $500 million in each of the 

three full reserve maintenance periods. These higher levels reflected a 

surge in borrowing on the final day of the first period and a deliberate 

undershoot of the nonborrowed reserve objective in the second period when 

it seemed appropriate to avoid exacerbating a resurgence of discount rate 

fever. Borrowing ran close to path over most of the third reserve period 

but surged again on the final day when quarter-end seasonal needs sharply 

boosted demand for excess reserves. well beyond the rough allowance made 

for greater demands. Borrowing is averaging about $1,250 million so far 

in the current period, boosted partly by the high borrowing last 

Wednesday which carried over to the July 4 holiday, but running somewhat 

high even after allowing for that factor. 

Following the newly established 7 1/2 percent discount rate just 

prior to the last meeting, the average funds rate initially varied about 

7 5/8 - 7 3 / 4  percent, about as expected. The rate began slipping off 

around mid-June and fell briefly below 7 percent before moving back up. 


Later in the period when quarter-end and seasonal needs exerted upward 


pressure at the end of June and early July, the rate rose above 


8 percent. 
 The drop in mid-June reflected persistent shortfalls in the 


As a
Treasury's balance, the string of which defied normal probability. 


result, banks' cumulative reserve excesses grew even though projections 


for the full reserve period then underway still showed a need for 


additional reserves. With downward pressure on the funds rate 


intensifying and buoyed further by near-term expectations of another 


discount rate cut, the Desk deliberately left the reserve need 


unsatisifed and. in fact. took some action to drain reserves. 




The Treasury balance complicated reserve management again toward 


the end of the period but in the opposite direction. Bank reserve needs 


at the mid-year quarter-end--followed shortly by the social security 


payment day and the July 4 holiday--are normal periods of seasonal 


strain. 
 In the three day interim this year, however, massive swings in 


the Treasury balance at the Fed exacerbated the dislocations. The 


balance jumped to $10.2 billion on July 2 when new financing8 were paid 


for--a one-day swing of $8.2 billion--only to fall back on July 3 when 


social security payments were made. 
 So far in the current reserve 


period. the funds rate is averaging 8.17 percent, but market participants 

generally regard this as a temporary result of lingering seasonal 

pressures, and expect to see funds more like 7 112 - 7 314 percent in the 

next few days. 

Desk operations added $2.3 billion to the System's outright 


portfolio early in the period through purchases of $1.7 billion of 


Treasury bills in the market and a net of about $600 million from foreign 


accounts. 
 These were designed to offset seasonal drains from currency 


and the Treasury balance which still absorbed reserves despite the 


shortfalls noted earlier. Hatched sales in the market were used three 


times, in large part to dampen market enthusiasm. while repurchase 


agreements were arranged on about 10 occasions. 


Rates declined over the interval but there were wide swings in 


the process as the market pored over each economic release and reacted 


with fits of exuberance or caution. 
 Market participants began 


anticipating another cut in the discount rate shortly after the Hay 17 


reduction. 
 Incoming information on the economy continued lackluster, 




price data were positive and news on the budget front appeared 


encouraging. The markets rallied sharply through early June, reducing 


yields in the Treasury and corporate sectors to the lowest levels in five 


years. Hopes for a near-term cut in early June were set back for a time 


by the report of a large rise in payroll employment in Uay. 


By mid-June, however, expectations of a rate cut were revived 


again by weak industrial production numbers, favorable price statistics 


and a softer funds rate. 
 By June 18, bill rates were d m by 60 to 65 


basis points and the yield on the Treasury's 30-year bond had dropped to 


10 1/4 percent, a decline of 60 basis points. 
 The prime rate was cut 


that day to 9 1/2 percent. 
 Discount rate hopes were blunted shortly 


thereafter by strong personal consumption data and a 3.1 percent "flash" 


estimate of second-quarter real GNP growth. 
 The markets quickly 


retreated, and a surge in the weekly money supply number contributed a 

further sobering influence. While rates backed up conaiderably, the 

undertone has remained constructive, although the weaker dollar in the 

last couple of days has also had a cautionary impact. Fundamentally, 

market participants seem to feel that the economy is just not groving 

sufficiently--certainly not enough �or the Fed to react to rapid money 

growth by firming up, and perhaps showing enough weakness to warrant some 

greater measure of policy accommodation. An added fillip in this respect 

came from weaker June employment data last Friday. 

In the Treasury coupon market, the decline in rates on a net 


basis ranged from 45 to 60 basis points. The Treasury raised $26.2 


billion of new cash in the coupon market during the period but a good 


part of this was done following the market's mid-period retreat and, at 




the higher rate levels, the financings were well received. 
 The financing 


included another sale of foreign-targeted notes early in the period in 


conjunction with the 5year note auction. The Treasury saved 19 basis 


points on this offering--up from the 7 basis point differential at its 


prior sale. In this regard, I should note the growing influence of 


Japaneses activity in the Treasury market. 
 They are becoming a sizable 


factor in daily activity as well as in the auction process. 


In the Treasury bill market, rate declines of 30 to 45 basis 


points were registered on a net basis. 
 Only $1.6 billion of new cash was 


raised in this market. 
 At yesterday's weekly auction, average issuing 


rates of 6.92 and 7.00 percent were set on new three- and six-month bills 

compared with rates of 7.28 and 7.43  percent at the Hay 20 auction. 

Other money market rates shared in the decline initially but to lesser 

extent thereafter. Some caution emerged in the wake of adverse news for 


Declines
B of A and First Chicago and quality spreads widened somewhat. 


of roughly 20-30 basis poincs were registered for CDs with commercial 


paper and BA's lower by 10 to 25 basis points. 


Finally, a few words on regulation of the Government securities 


market, which has been the subject of active discussion and Congressional 


hearings since the last FOHC meeting. 
 Conclusions of the Fed-SEC-Treasury 


discussions of regulatory possibilities were presented to the House 


Subcornnittee on Telecouununications, Consumer Protection and Finance on 


June 20 by SEC Chairman Shad. 
 It's an understatement to say that neither 


the participating agencies, the Congress, or the public, were terribly 


enthusiastic about the approach presented. 




The statement indicated that there remained a difference of 


views among the agencies about the necessity for regulation, but it 


provided a regulatory framework which would be acceptable to the three 


agencies, if Congress deemed legislation necessary. The proposed 


approach included: registration; rule-making by the Treasury, in 


consultation with the Fed; inspection and enforcement by existing bank 


and nonbank regulators; and continued surveillance over primary dealers 


by the Fed. 


The proposed Treasury role as rule-maker seems to be 

particularly controversial, with only the Treasury firmly in that 

corner. One SEC Commissioner was clearly opposed to it. Chairman 

Volcker said at the Subcommittee hearing on June 26 that the Fed supports 

a legislative approach entailing registration, inspection and limited 

regulation directed to specific areas of concern. The joint agency 

proposal would satisfy these needs, he said, but he noted his own leaning 

toward a self-regulatory body to write rules with the Fed exercising more 

than a consultative role in the oversight of that body. 

The House Domestic Monetary Policy Subcommittee is currently 


holding hearings on bills to regulate the market with the Fed in a more 


prominent role. Chairman Volcker testified this morning. 


Given the differing views among the agencies, and sticky 


questions about Congressional Committee jurisdiction, it's hard to say 


where all this might end up, but in the meantime we're proceeding on the 


assumption that the Fed will retain an active and in fact intensified 


role with regard to surveillance of the primary dealers. 




JLKichline 

July 9, 1985 


CHART SHOW -- INTRODUCTION 

During our presentation this afternoon we will be 

referring to the package of charts distributed to you. The 

first chart in the package displays the principal assump­

tions that underlie the staff's economic and financial fore-

cast. For monetary policy, we have assumed growth of M1 at 

a rate of around 8-112 percent this year and 5-112 percent 

in 1986. The fiscal policy assumption entails deficit-

reducing actions of $50 billion effective in fiscal year 

1986. The foreign exchange value of the dollar is expected 

to decline at a moderate rate of 8 percent per year. 

The top panel of the next chart shows the behavior 

of money and nominal GNP growth in recent years. Growth of 

M1 over the first half of this year was at an unusually 

rapid pace relative to the expansion of nominal GNP; a simi­

lar phenomenon of  a steep decline in velocity occurred dur­

ing 1982 and the first part of 1983. These developments are 

discussed in Nr. Axilrod's memorandum to the Committee 

assessing recent M1 growth and the implications for monetary 

targeting. In any event, we've struggled with the relation-

ship among money, interest rates, and income in developing 

the staff forecast. The assumption of 8-112 per cent M1 
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growth during this year is consistent with M1 growth in the 


second half of this year of a bit over 6 percent on a quar­


terly average basis, down from the 10-1/2percent increase 


in the first half. We have taken the position that the 


lagged effects of earlier interest rate declines and what-


ever unusual forces have been affecting money demands will 


wane, such that the slower money growth occurs in the con-


text of an interest rate structure that is little changed 


over the course of the projection. 


The lower panel displays information on the federal 


budget. The bulk of the assumed $50 billion deficit reduc­


tion package is expected to fall on outlays, but even with 


those actions the deficit is projected to be $185 billion in 


FY 1986. The actions assumed, however, are still sufficient 


to halt the rise in the structural deficit. This is a dif­


ferent posture for fiscal policy than in the preceding sev­


eral years in which the structural deficit was rising 


strongly and adding to growth of domestic demands, although 


some portion of that stimulus was flowing abroad. 


The next chart presents information on recent eco­


nomic developments, which have shown a good deal of diver­


sity among various sectors. The top left panel shows that 


payroll employment this year has risen considerably while 


maufacturing employment has declined. On a monthly basis, 
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the employment figures for June, which became available last 

Friday, indicated a weaker pattern of overall employment 

growth than earlier in the year, with notably smaller 

increases in service employment. The general weakness in 

the manufacturing sector is evident in the behavior of 

industrial production, the top right panel. Industrial 

output in May was not much higher than during the summer of 

last year, and June is expected to show little change. 

The middle left panel indicates the generally large 


gains in consumer spending, measured by real retail sales 


excluding autos and nonconsumer items. In the auto market, 


the right panel, total sales in the second quarter averaged 


about the same as the strong pace in the first quarter. For 


June, however, total auto sales declined, associated in part 


with the ending earlier of sales incentive programs at 


domestic firns. 


The housing market, bottom left panel, has been 


benefitting from lower levels of mortgage interest rates and 


housing activity seems to be on the rise. In the business 


investment area, orders for nondefense capital goods have 


been volatile, but nonetheless have been flat or trending 


lower for some time reflecting the slowing of investment 


spending as well as the toll of capital good imports on 


domestic suppliers. All told, it seems to us that real GNP 
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in the second quarter expanded at about a 2 percent annual 

rate, the same as thought at the last meeting of the Commit-

tee and somewhat less than the Commerce Department's flash 

report. 

The next chart shows the broad contours of the 

staff's projection. Real GNP in 1985 and 1986 as a whole is 

projected to rise around 2-114 to 2-112 percent, with more 

of the demands next year expected to be satisfied from 

domestic sources than was the case earlier in this expan­

sion. That rate of growth of GNP is insufficient to absorb 

much more than the increase in the labor force and--as shown 

in the middle panel--the unemployment rate remains around 7 

to 7-114 percent through 1986. Price increases, shown by 

the GNP deflator, are expected to remain at the rates expe­

rienced in 1983 and 1984. 

Mr. Prell will now discuss the staff's economic and 


financial forecast in nore detail. 


* * * * * * * * * *  
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CHART SHOW -- DOMESTIC ECONOMIC & FINANCIAL OUTLOOK 

The next char t  o f f e r s  some perspect ives  on t h e  slowdown in economic 

expansion s ince  the  middle of l a s t  year. As you can see  in t h e  top panel ,  

the  cumulative inc rease  in r e a l  GNP over t h e  course of t h e  business upswing 

has moved back i n t o  l i n e  with the  experience of o the r  post-Korean War cycles  

t h a t  l a s t e d  t h i s  long. Moreover, t h e  middle panel s h o w  t h a t  the same 

s t o r y  holds f o r  i n d u s t r i a l  production, d e s p i t e  t h e  s p e c i a l  d i f f i c u l t i e s  t h e  

manufacturing and mining s e c t o r s  have faced in t h i s  expansion. The lower 

panel h igh l igh t s  a couple of f ea tu re s  of the  dece le ra t ion  in GNP growth. A 

comparison of the  f i r s t  and second l i n e s  revea ls  t h a t  t h e  slowdown in domestic 

purchases has been more pronounced than t h a t  of GNP, as ne t  exports  a r e  esti­

mated t o  have de te r io ra t ed  l e s s  r ap id ly  over t h e  pas t  year than they did i n  

t h e  f i r s t  six quar t e r s  of t h e  expansion. The o the r  observat ion,  based on the  

second and t h i r d  lines, is t h a t  t h e  slowdown has r e f l e c t e d  in s i g n i f i c a n t  p a r t  

an inventory co r rec t ion ,  a s  domestic f i n a l  purchases a c t u a l l y  have decelerated 

considerably less sharply than toca l  domestic purchases over t h e  pas t  year. 

The next cha r t  focuses on t h i s  inventory swing. Inventory investment 

was  s t rong  in the  f i r s t  half  of l a s t  year ,  and the  inventory-sales r a t i o  in 

manufacturing was r i s i n g  even before s a l e s  sof tened.  Since then,  businesses  

have s t ruggled hard t o  keep s tocks  under cont ro l .  The data  in t h e  top panel 

a r e  cons is ten t  with our sense t h a t ,  although inventory overhangs remain something 

of a problem in a few a reas ,  such a s  primary metals and nondurables retailing, 

they a r e  not a s e r ious  impediment t o  expansion. W e  do expect t h a t  businesses 

will seek t o  maintain lean s tocks ,  however, and--as t h e  bottom panel indicates-­

we a r e  not expecting inventory investment t o  be a dynamic~elementi n  GNP 

growth over the  fo recas t  period. 
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Of course,  i f  f i n a l  demand were t o  weaken markedly, t h e  inventory invest­

ment outlook would be l e s s  s t a b l e .  B u t ,  a s  the top panel of t h e  next  char t  

i nd ica t e s ,  we a r e  pro jec t ing  t h a t  consumer spending w i l l  continue t o  post 

ga ins ,  a l b e i t  more moderate ones than e a r l i e r  in t h e  expansion. One reason 

f o r  expecting a l e s s  robust  growth of consumer out lays  is t h a t  the  heavy 

purchases of durable  goods in the  past  couple of years probably s a t i s f i e d  

a good share  of t h e  demands defer red  during the  back-to-back recess ions  of 

the  e a r l y  1980s. 

A slowing of spending growth a l s o  is suggested by developments on t h e  

income s ide .  Employment gains will be smaller than those t o  date  in t h e  

expansion, implying l e s s e r  increases  in wage and s a l a r y  income. But, in addi­

t i o n ,  under our f i s c a l  assumptions t h e r e  w i l l  be no r e p e t i t i o n  of t h e  personal 

tax  cu t s  t h a t ,  a s  shown in the  middle l e f t  panel ,  boosted spendable income 

in 1981 through '83.  Indeed, while t h e  gyra t ions  caused by refunds in t h e  

f i r s t  half  obscured underlying t r e n d s ,  i t  appears t h a t  t h e  Def i c i t  Reduction 

A c t  of 1984 r a i s e d  s l i g h t l y  t h e  f e d e r a l  t a x  b i t e .  

Several cons idera t ions  do lead us t o  expect t h a t  consumer spending 

w i l l  keep pace on average with disposable  income growth in t h e  period ahead, 

even though the personal saving r a t e  has been r e l a t i v e l y  low of l a t e .  As may 

be seen in the  r i g h t  panel--the wealth pos i t ion  of the  household s e c t o r  has 

improved g r e a t l y  s ince  l a s t  year ,  owing in par t  t o  t h e  s t rong  performance of 

the s tock  market. Moreover, consumer sentiment--as r e f l e c t e d  in t h e  survey 

da ta  a t  the  left--is favorable ,  and people have demonstrated t h e i r  wi l l ingness  

t o  borrow t o  f inance  des i red  out lays .  As you know, ins ta l lment  debt soared 

f u r t h e r  over the  f i r s t  half  of the  year ,  pushing t h e  debt-to-income r a t i o  t o  

an all- t ime high; delinquency rates on consumer loans ,  represented in t h e  

r i g h t  panel,  have r i s e n  somewhat, bu t  ev ident ly  not  enough t o  d e t e r  lenders .  
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Turning t o  the  next c h a r t ,  t h e  downturn l a s t  year  in homebuilding was 

a s i g n i f i c a n t  con t r ibu to r  t o  the  slowing i n  GNP growth, but t h e  dec l ine  i n  

i n t e r e s t  r a t e s  s ince  l a s t  f a l l  has fos te red  a s t rong  rebound. With r a t e s  

expected t o  remain near recent  l e v e l s ,  we a r e  looking f o r  some f u r t h e r  gain 

i n  housing s t a r t s  i n  the  second h a l f ,  centered i n  the  single-family market. 

As t h e  middle l e f t  panel i n d i c a t e s ,  the recent  drop in mortgage r a t e s  has been 

s i z a b l e ,  but  the  a f f o r d a b i l i t y  of homes has been enhanced as w e l l  by t h e  

r e l a t i v e l y  slow r i s e  of house pr ices .  The r i g h t  panel shows t h a t ,  r e l a t i v e  

t o  income, t h e  payment on a typ ica l  new loan  has f a l l e n  s u b s t a n t i a l l y .  

The slower advance of house prices--with absolu te  dec l ines  i n  some 

markets--has had i t s  negative s i d e ,  t o  be sure .  Among o the r  t h ings ,  it has 

contr ibuted t o  a higher  r a t e  of mortgage del inquencies  and forec losures ,  

the former being depicted at  the  bottom l e f t .  Indeed, t h e  response of s ingle-

family home demand t o  the  dec l ine  in interest  r a t e s  might have been s t ronger  

had it  not been f o r  the defensive measures taken by lenders  and in su re r s  i n  

response t o  t h e  d e t e r i o r a t i o n  in c r e d i t  qua l i t y .  Meanwhile, in t h e  mult i family 

s e c t o r ,  we expect t h a t  the  high l e v e l  of r e n t a l  vacancies ,  shown in the  r i g h t  

panel,  w i l l  soon begin t o  be r e f l ec t ed  i n  lower s t a r t s .  However, mult i family 

bui lding reportedly has been buoyed somewhat by tax  cons idera t ions ,  and w e  

recognize t h a t  the  housing market in general  could be buffeted by s h i f t i n g  

an t i c ipa t ions  of tax  reform l e g i s l a t i o n .  

The same c e r t a i n l y  i s  t r u e  of business f ixed  investment,  which i s  

addressed i n  the  next char t .  On the  assumption t h a t  a n t i c i p a t o r y  e f f e c t s  

will be l a r g e l y  o f f s e t t i n g ,  we a r e  pro jec t ing  growth of r e a l  BFI a t  roughly 

a 4 percent  annual r a t e  in the  second ha l f  of t h i s  year  and c l o s e r  t o  3 per-

cent next year. The implied inc rease  f o r  1985 as a whole i s  in l i n e  with t h e  



ava i l ab le  survey evidence. The middle panel summarizes the  spr ing  Commerce 

Department survey. It i s  of i n t e r e s t  t o  note  t h a t  manufacturing i n d u s t r i e s  

account f o r  wel l  under half  of expected p lan t  and equipment spending; t h i s  

r e f l e c t s  i n  p a r t  t h e  f a c t  t h a t  the  ove ra l l  r a t i o  of c a p i t a l  t o  output i n  

the  nonmanufacturing sec to r  i s  now comparable t o  t h a t  i n  manufacturing. The 

t ab l e  shows t h a t  the  two biggest  indus t ry  groupings reported plans f o r  

appreciable  inc reases  i n  out lays ,  though much smaller  than those recorded i n  

1984. Spending by t h e  r e s idua l  "other" category looks t o  be f l a t ,  owing t o  

weakness i n  t h e  mining and e l e c t r i c  u t i l i t y  i ndus t r i e s .  On t h e  whole, c a p i t a l  

spending programs seem t o  be holding up r e l a t i v e  t o  e a r l i e r  plans,  d e s p i t e  

t h e  weakness in output growth, a s  firms seek t o  cut  c o s t s  and maintain competi­

t iveness  f o r  the  longer haul.  

One segment of spending t h a t  has been conspicuously weak r ecen t ly  has 

been the  computer and o f f i c e  machine category,  a t  t h e  bottom l e f t .  

of d iges t ing  t h e  equipment a l ready  acquired or of deciding what t o  buy from a 

Problems 


confusing a r r a y  of ac tua l  and promised equipment ev ident ly  a r e  c u t t i n g  i n t o  

orders.  But, our expectat ion is t h a t  high-tech equipment eventua l ly  w i l l  

provide renewed l i f t  t o  investment ou t lays  a s  f i rms perceive oppor tuni t ies  

for production e f f i c i e n c i e s .  In c o n t r a s t ,  we a r e  pro jec t ing  t h a t  nonresiden­

t i a l  cons t ruc t ion  w i l l  l e v e l  off i n  t h e  coming year. Off ice  bui lding,  shown 

a t  the r i g h t ,  has continued t o  rise rap id ly ,  but  so too have vacancy r a t e s  and 

a downturn should corn before long--indeed, t h e  sooner t h e  b e t t e r  i f  l enders  

a r e  t o  avoid major problems. 

The dec l ine  i n  t h e  cos t  of c a p i t a l  t h a t  we've seen i n  recent  months 

should help t o  buoy ove ra l l  investment,  but a t  t h e  same .time businesses i n  

many i n d u s t r i e s  will continue t o  face  pressure on t h e i r  p r o f i t  margins. The 
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top panel  of t h e  next  char t  shows t h a t  t h e  economic p r o f i t s  of nonfinancial  

corporat ions have leveled o f f ,  and we see some s l i g h t  e ros ion  i n  the  next 

year. We've a l s o  p lo t ted  a rough estimate of economic p r o f i t s  f o r  manufac­

tur ing .  I t ' s  rough because t h e  Commerce Department does not compute economic 

deprec ia t ion  a t  t h i s  i ndus t ry  l eve l .  The f i g u r e s  suggest t h a t  aggregate 

manufacturing p r o f i t s ,  while los ing  some ground r e l a t i v e  t o  earnings elsewhere 

s ince  e a r l y  l a s t  year ,  have recorded a comparable improvement over t h e  expan­

sion a s  a whole. 

In terms of cash flow, i t  appears t h a t  t h e  projected c a p i t a l  spending 

should not s t r a i n  corporate  resources.  As t h e  middle panel shows, t h e  r a t i o  

of c a p i t a l  ou t lays  t o  i n t e r n a l  funds remains well with in  the  h i s t o r i c a l  

range. And though t h e  f inancing gap is l i k e l y  t o  widen somewhat i n  t h e  

months ahead, c r e d i t  demands may not increase  commensurately. As ind ica ted  

in the  bottom l e f t  panel,  the  ne t  redemption of equi ty  i n  a s soc ia t ion  with 

mergers and var ious  forms of f i n a n c i a l  r e s t ruc tu r ing  has  continued t o  be 

extremely l a rge  and has been o f f s e t  by heavy borrowing. We have assumed 

t h a t  t h i s  d i s t o r t i o n  of f i n a n c i a l  flows w i l l  diminish progressively.  

We a l s o  a r e  pro jec t ing  a s t a b i l i z a t i o n  of the  ove ra l l  corpora te  debt 

s t n x t u r e .  The aggregate measure shown i n  the r i g h t  panel ,  which takes  loans 

and short-term paper a s  t h e  proxy fo r  short-term debt ,  may not be a prec ise  

ind ica to r  of f i n a n c i a l  r i s k  i n  a world of f l o a t i n g  r a t e s  and swaps; none­

t h e l e s s ,  the recent  surge i n  bond of fer ings  suggests  t h a t  t h e r e  is a consider-

ab le  d e s i r e  t o  s h i f t  borrowing pa t t e rns  when t h e  p r i ce  looks r i g h t .  

Turning now t o  the  publ ic  s e c t o r ,  the  next char t  shorn t h a t ,  with t h e  

assumed d e f i c i t  reduct ion ac t ions ,  r e a l  f ede ra l  purchases a r e  expected t o  

slow considerably.  In  f a c t ,  purchases are projected t o  grow more slowly 
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than GNP i n  1986, and t h e  s a w  i s  t r u e  i n  the state and l o c a l  government s e c t o r ,  

depicted i n  t h e  middle panel.  S t a t e  and l o c a l  cons t ruc t ion  out lays  have 

resumed an upward t r a j e c t o r y ,  r e f l e c t i n g  i n  pa r t  an e f f o r t  t o  address t h e  

problems of a d e t e r i o r a t i n g  i n f r a s t r u c t u r e ;  however, cons t ruc t ion  does not  

bulk l a rge  i n  t o t a l  ou t lays ,  and pressures  from taxpayers and concerns about 

poss ib le  f ede ra l  ac t ions  a r e  leading t o  a caut ious spending s t ance  by s t a t e  

and l o c a l  o f f i c i a l s .  Even with t h e  slow growth projected fo r  spending, as 

t h e  bottom panel shows, we expect t h a t  the  s e c t o r ' s  budget pos i t i on  w i l l  be 

worsening i n  the  next year. 

Both the  f ede ra l  government and s t a t e  and l o c a l  u n i t s ,  have been 

heavy borrowers i n  recent  years.  As you can see  i n  t h e  top  l i n e  of the 

next cha r t ,  t h e  f ede ra l  government's cash needs will cont inue s i z a b l e ,  

though diminishing with the  d e f i c i t  next year. The s t a t e  and l o c a l  outlook 

i s  more uncer ta in ,  but  we expect t h e i r  borrowing t o  slow, t o o ,  par t19  

because, absent a f u r t h e r  dec l ine  i n  i n t e r e s t  r a t e s ,  t h e r e  should be a drop-

off i n  refunding a c t i v i t y  from t h e  recent  s t rong pace. 

Household borrowing, on the  o the r  hand, i s  l i k e l y  t o  i nc rease  somewhat. 

We foresee  some r i s e  i n  mortgage flows, i n  l i n e  with housing a c t i v i t y ,  and 

t h i s  should more than o f f s e t  the  expected slowing of consumer debt expansion. 

I n  the  business s e c t o r ,  a s  I noted e a r l i e r ,  we see only a small  change i n  

overa l l  c r e d i t  u se ,  assuming t h a t  our assumptions about mergers, e t c .  a r e  r i g h t .  

The bottom l i n e  of t h i s  analysis--and of t h i s  table--is some dece lera t ion  

i n  the  growth of the  domestic debt aggregate,  but with t h e  expansion of debt 

continuing t o  o u t s t r i p  t h a t  of GNP. As may be seen i n  t h e  lower panel ,  t h i s  

pa t t e rn  has produced a dramatic i nc rease  s ince  1982 i n  t h e  r a t i o  of debt t o  

GNP. While much of t h i s  r i s e  r e f l e c t s ,  a r i t h m e t i c a l l y ,  t h e  surge i n  f ede ra l  
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debt ,  t h e  phenomenon has been broader than t h a t .  Moreover, adjustments 

f o r  merger f inancing o r  the  s u b s t i t u t i o n  of domestic spending f o r  GNP would 

not a l t e r  the p i c t u r e  g rea t ly .  The amassing of such debts  r e l a t i v e  t o  income 

flows does r a i s e  some concerns about f inanc ia l  f r a g i l i t y ;  however, t h e  

economic circumstances embodied i n  our forecas t  don't  seem t o  point t o  a 

major t e s t i n g  of t h e  v u l n e r a b i l i t y  of t h i s  s t ruc tu re .  

For example, the  household sec to r  should continue t o  bene f i t  from 

reasonably robust  labor  demand. As shown i n  t h e  next c h a r t ,  employment 

growth i s  projected t o  t ape r  o f f ,  but t o  remain q u i t e  s u b s t a n t i a l  ou ts ide  of 

manufacturing. Output expansion i s  expected t o  be r e f l ec t ed  pr imar i ly  i n  

increases  i n  employment, as product iv i ty  over t h e  next  year and a ha l f  l i k e l y  

w i l l  only p a r a l l e l  the underlying t r e n d  l i n e  i n  t h e  projected environment of 

moderate growth. I should note  t h a t ,  i n  l i g h t  of recent  experience,  we have 

held our es t imate  of the  cu r ren t  trend i n  product iv i ty  growth a t  1-1/4 t o  

1-112 percent.  

The bottom panel i n d i c a t e s  our expectat ion t h a t  t h e  pace of increase  i n  

compensation r a t e s  w i l l  be l i t t l e  changed over t h e  next  year and a h a l f ,  

owing l a r g e l y  t o  t h e  continuing s l ack  i n  labor  markets and t o  t h e  p a r t i c u l a r  

stresses faced i n  some i n d u s t r i e s .  However, with product iv i ty  advancing 

less rap id ly  than i t  d i d  e a r l i e r  i n  the  cyc le ,  wage increases  a r e  showing 

through more i n  unit  labor  c o s t s  than  was the case i n  1983-84. 

As the  top panel of the  next cha r t  i n d i c a t e s ,  we have seen a narrow­

ing of t h e  gap between t h e  r a t e s  of i nc rease  i n  u n i t  labor  c o s t s  and pr ices .  

The widening of t h e  margin of p r i ces  over labor  c o s t s  i n  t h i s  recovery was 

unusually l a rge  and p e r s i s t e n t ,  but t h e  margin w a s  squeezed considerably i n  

the  f i r s t  half  of t h i s  year  and i s  expected t o  widen only s l i g h t l y  i n  coming 

quar te rs .  
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The two lower panels h ighl ight  two spec ia l  f a c t o r s  in t h i s  forecas t .  

F i r s t ,  we a r e  assuming t h a t ,  while OPEC w i l l  be ab le  t o  maintain some con t ro l  

over i t s  members' production, t h e  ample suppl ies  of oil r e l a t i v e  t o  world 

demand w i l l  lead t o  a f u r t h e r  dec l ine  in prices .  From t h e  cur ren t  level of 

about $26.75 p e r  b a r r e l ,  t h e  p r i ce  of imported crude i s  assumed t o  d r i f t  

down t o  $24. A t  t h e  same time, we a r e  expecting t h a t  a deprec ia t ing  d o l l a r  

w i l l  lead t o  a r i s e  in t h e  p r i ces  of nonoil imports. It i s  pr imar i ly  

through t h a t  channel t h a t  we see the  pressures a r i s i n g  t o  cause a pickup 

in t h e  r a t e  of i n f l a t i o n  t o  something over 4 percent by the  end of 1986. 

Mr. Truman w i l l  now discuss  f u r t h e r  t h e  i n t e r n a t i o n a l  aspec ts  of 

our pro jec t ion .  



-- 

E.M. Truman 
J u l y  9 ,  1 9 8 5  

FOMC C H A R T  SHOW I N T E R N A T I O N A L  DEVELOPMENTS 

The n e x t  c h a r t  p r o v i d e s  a n  o v e r v i e w  o f  d e v e l o p m e n t s  i n ,  

and  o u r  p r o j e c t i o n  f o r .  U . S .  e x t e r n a l  b a l a n c e s .  A s  i s  shown i n  

t h e  t o p  p a n e l ,  t h e  c u r r e n t  a c c o u n t  b a l a n c e  h a s  d e c l i n e d  t o  a 
'\ 

d e f i c i t  e s t i m a t e <  a t  a b o u t  $ 1 2 5  b i l l i o n  a t  a n  a n n u a l  r a t e  i n  t h e  

f i r s t  h a l f  o f  t h i s  y e a r ;  m o s t  o f  t h e  d e t e r i o r a t i o n  d u r i n g  t h e  p a s t  

t h r e e  y e a r s  h a s  r e s u l t e d  f r o m  a s t e a d i l y  w e a k e n i n g  t r a d e  b a l a n c e .  

T h e  c u r r e n t  a c c o u n t  d e f i c i t  i s  p r o j e c t e d  t o  w i d e n  f u r t h e r  i n  t h e  

s e c o n d  h a l f  o f  t h i s  y e a r  and  l e v e l  o f f  a t  a r o u n d  $140  b i l l i o n  i n  

1986 .  

The b o t t o m  p a n e l  shows t h e  p r o j e c t i o n  t r a n s l a t e d  i n t o  

n e t  e x p o r t s  o f  g o o d s  and  s e r v i c e s  i n  1 9 7 2  d o l l a r s  a s  r e c o r d e d  i n  

t h e  G N P  a c c o u n t s .  On t h i s  b a s i s ,  t h e  d e t e r i o r a t i o n  i n  o u r  

e x t e r n a l  a c c o u n t s  i s  p r o j e c t e d  t o  end  i n  1 9 8 5 .  a n d  a s l i g h t  

i m p r o v e m e n t  i s  a n t i c i p a t e d  f o r  n e x t  y e a r .  

A m a j o r  f a c t o r  d r i v i n g  t h i s  f o r e c a s t  i s ,  o f  c o u r s e ,  o u r  

p r o j e c t i o n  t h a t  t h e  d e p r e c i a t i o n  o f  t h e  d o l l a r  w i l l  c o n t i n u e  a t  a 

m o d e r a t e  p a c e .  A s  i s  shown i n  t h e  t o p  p a n e l  of  t h e  n e x t  c h a r t  t h e  

d o l l a r  d e p r e c i a t e d  on a v e r a g e  by a b o u t  5 p e r c e n t  d u r i n g  t h e  

s e c o n d  q u a r t e r  o f  t h i s  y e a r .  I n  r e c e n t  d a y s ,  t h e  d o l l a r  h a s  moved 

b e l o w  t h e  p r e v i o u s  low f o r  t h e  y e a r  r e c o r d e d  i n  m i d - A p r i l ,  and  i t  

h a s  r e t u r n e d  a b o u t  t o  i t s  l e v e l  i n  e a r l y  S e p t e m b e r  of  l a s t  y e a r .  

We a r e  p r o j e c t i n g  t h a t  t h e  d e p r e c i a t i o n  o f  t h e  d o l l a r  w i l l  

c o n t i n u e  a t  a n  8 p e r c e n t  a n n u a l  r a t e  o n  a v e r a g e  o v e r  t h e  c o u r s e  o f  



-2- 


t h e  n e x t  s i x  q u a r t e r s .  I m i g h t  n o t e  i n  p a s s i n g  t h a t  t h e  l e v e l  o f  

t h e  d o l l a r  now p r o j e c t e d  f o r  t h e  f o u r t h  q u a r t e r  of 1986 is t h e  

same a s  t h a t  p r o j e c t e d  i n  F e b r u a r y .  

One f a c t o r  t h a t  a p p e a r s  t o  h a v e  c o n t r i b u t e d  t o  t h e  

r e c e n t  d e c l i n e  o f  t h e  d o l l a r  h a s  b e e n  t h e  d e c l i n e  i n  r e a l  d o l l a r  

i n t e r e s t  r a t e s .  When i n f l a t i o n  e x p e c t a t i o n s  a r e  m e a s u r e d  by a 

c o m b i n a t i o n  o f  p a s t  and  p r o j e c t e d  i n f l a t i o n ,  t h e  U.S. l o n g - t e r m  

r e a l  i n t e r e s t  r a t e  i s  e s t i m a t e d  t o  h a v e  d e c l i n e d  by a b o u t  2 5 0  

b a s i s  p o i n t s  s i n c e  i t s  p e a k  i n  t h e  s e c o n d  q u a r t e r  of  1984, a s  i s  

shown i n  t h e  l o w e r  p a n e l ;  however ,  t h i s  r a t e  i s  s t i l l  v e r y  h i g h  by 

h i s t o r i c a l  s t a n d a r d s  and  i s  a l s o  h i g h e r  t h a n  i n  t h e  e a r l y  p a r t  o f  

t h e  e x p a n s i o n .  M e a n w h i l e ,  r e a l  l o n g - t e r m  i n t e r e s t  r a t e s  a b r o a d  

h a v e ,  o n  a v e r a g e ,  d e c l i n e d  o n l y  s l i g h t l y  i n  t h e  p a s t  y e a r ,  a n d  

t h e y  a r e  n o t  e x p e c t e d  t o  d e c l i n e  s i g n i f i c a n t l y  o v e r  t h e  f o r e c a s t  

h o r i z o n .  

The n e x t  c h a r t  d e p i c t s  two o t h e r  i m p o r t a n t  f a c t o r s  

i n f l u e n c i n g  t h e  c u r r e n t  a c c o u n t  f o r e c a s t ,  e s p e c i a l l y  t h e  f o r e c a s t  

f o r  U . S .  e x p o r t s .  A s  i s  shown i n  t h e  t o p  p a n e l ,  w e  a r e  now 

p r o j e c t i n g  e c o n o m i c  g r o w t h  i n  t h e  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  t o  

a v e r a g e  i n  t h e  2 1 / 2  t o  3 p e r c e n t  r a n g e ,  r o u g h l y  s i m i l a r  t o  t h e  

e x p e c t e d  r a t e  o f  e x p a n s i o n  o f  t h e  U . S .  economy and  t o  t h e  g r o w t h  

i n  t h e s e  c o u n t r i e s  r e c o r d e d  on a v e r a g e  i n  1983 a n d  1984. A l t h o u g h  

we e x p e c t  some b o u n c e  b a c k  f r o m  t h e  l o w  g r o w t h  a b r o a d  i n  t h e  f i r s t  

q u a r t e r  o f  t h i s  y e a r ,  we s e e  l i t t l e  p r o s p e c t  o f  a n  e x p a n s i o n  r a p i d  

e n o u g h  t o  b r i n g  down a l r e a d y  h i g h  unemployment .  r a t e s .  T h i s  

d i s c o u r a g i n g  o u t l o o k  i s  b a s e d  o n  f i s c a l  p o l i c i e s  a b r o a d  t h a t  
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r e m a i n  g e n e r a l l y  t i g h t ,  m o n e t a r y  p o l i c i e s  t h a t  a r e  c a u t i o u s ,  

g r o w t h  i n  t h e  U . S .  economy t h a t  h a s  s l o w e d ,  and  a n  e x p e c t a t i o n  o f  

no  f u r t h e r  g e n e r a l  a c c e l e r a t i o n  o f  e c o n o m i c  a c t i v i t y  i n  t h e  

d e v e l o p i n g  c o u n t r i e s .  

M e a n w h i l e ,  a s  i s  shown i n  t h e  b o t t o m  p a n e l ,  a sma l l  

f u r t h e r  i m p r o v e m e n t  i s  e x p e c t e d  i n  t h e  r a t e  o f  p r i c e  i n f l a t i o n  i n  

t h e  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  a s  a g r o u p ,  c o r r e s p o n d i n g  t o  

c o n t i n u e d  p r o g r e s s  a g a i n s t  i n f l a t i o n  i n  F r a n c e ,  I t a l y ,  and  Sweden. 

F o r  t h e s e  t h r e e  c o u n t r i e s ,  one  a l r e a d y  h a s  t o  g o  b a c k  t o  t h e  e a r l y  

1970s t o  m a t c h  t h e  i n f l a t i o n  p e r f o r m a n c e  a l r e a d y  r e c o r d e d ;  f o r  

m o s t  o f  t h e  o t h e r  G-10 c o u n t r i e s ,  o n e  h a s  t o  g o  b a c k  t o  t h e  

1960s. 

T h e  i n f l u e n c e  o f  t h e s e  v a r i o u s  f a c t o r s  on U.S. 

n o n a g r i c u l t u r a l  e x p o r t s  i s  r e f l e c t e d  i n  t h e  t o p  p a n e l  o f  t h e  n e x t  

c h a r t .  As i s  i n d i c a t e d  by t h e  r e d  l i n e ,  t h e  q u a n t i t y  o f  s u c h  

e x p o r t s  e x p a n d e d  q u i t e  r a p i d l y  ( o n  a y e a r - o v e r - y e a r  b a s i s )  i n  1983 

and 1984 u n d e r  t h e  i n f l u e n c e  o f  r e c o v e r y  i n  t h e  i n d u s t r i a l  

c o u n t r i e s  a b r o a d  a s  w e l l  a s  i n  some o f  t h e  h e a v i l y  i n d e b t e d  

d e v e l o p i n g  c o u n t r i e s .  However ,  t h e  p o s i t i v e  i n f l u e n c e  o f  t h e s e  

f a c t o r s  h a s  b e e n  r e d u c e d  t h i s  y e a r  and  i s  b e i n g  o f f s e t  by t h e  

c o n t i n u e d  n e g a t i v e  l a g g e d  e f f e c t s  o f  t h e  d o l l a r ' s  a p p r e c i a t i o n .  

As a c o n s e q u e n c e ,  we a r e  n o t  p r o j e c t i n g  much o f  a n  i n c r e a s e  i n  t h e  

q u a n t i t y  o f  n o n a g r i c u l t u r a l  e x p o r t s  u n t i l  1986 when t h e  

c u m u l a t i v e  i n f l u e n c e  of  t h e  d o l l a r ' s  a c t u a l  and  p r o j e c t e d  

d e p r e c i a t i o n  w i l l  b e g i n  t o  be f e l t .  We a l s o  e x p e c t  t h a t  by t h e n  

t h e  a v e r a g e  p r i c e  of  n o n a g r i c u l t u r a l  e x p o r t s  w i l l  b e g i n  t o  e d g e  

u p ,  a s  e x p o r t e r s  r e s t o r e  a b i t  o f  t h e i r  c o m p r e s s e d  p r o f i t  m a r g i n s .  
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T h u s ,  t h e  b o t t o m  p a n e l  shows t h a t  by t h e  m i d d l e  o f  1 9 8 6  

t h e  v a l u e  o f  U . S .  n o n a g r i c u l t u r a l  e x p o r t s  i s  p r o j e c t e d  f i n a l l y  t o  

r e t u r n  t o  i t s  p r e v i o u s  p e a k  r e c o r d e d  i n  1 9 8 1 .  

M e a n w h i l e ,  a g r i c u l t u r a l  e x p o r t s  have  been  d e p r e s s e d  by 

t h e  i n f l u e n c e  o f  t h e  d o l l a r ' s  s t r e n g t h  and  by good h a r v e s t s  

e l s e w h e r e .  We e s t i m a t e  t h a t  l a s t  q u a r t e r  s u c h  e x p o r t s  were a t  a 

l o w e r  l e v e l  i n  volume a n d  v a l u e  t h a n  t h e y  had  been  f o r  s e v e n  

y e a r s ,  and  o n l y  a v e r y  m o d e r a t e  r e c o v e r y  f r o m  t h i s  low l e v e l  i s  

p r o j e c t e d .  

T h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t  p r o v i d e s  a l o n g e r - t e r m  

p e r s p e c t i v e  on U.S. e x p o r t s  and  i m p o r t s .  U . S .  e x p o r t s  a s  a 

p e r c e n t a g e  o f  r e a l  GNP r o s e  i r r e g u l a r l y  f o r  1 5  y e a r s  f r o m  1 9 6 5  t o  

1 9 8 0 ,  u n t i l  s l o w  g r o w t h  a b r o a d ,  t h e  d e b t  c r i s i s ,  a n d  t h e  

s t r e n g t h e n i n g  d o l l a r  b e g a n  t o  e x e r t  r e s t r a i n i n g  i n f l u e n c e s .  S i n c e  

1 9 8 0 ,  t h e  export-GNP r a t i o  h a s  d r o p p e d  b a c k  t o  where  i t  was i n  

1 9 7 3 .  and  i t  i s  n o t  p r o j e c t e d  t o  i m p r o v e  d u r i n g  t h e  f o r e c a s t  

p e r i o d .  M e a n w h i l e ,  t h e  r a t i o  o f  U . S .  i m p o r t s  t o  r e a l  GNP, w h i c h  

more o r  l e s s  had  b e e n  f o l l o w i n g  t h e  t r e n d  f o r  t h e  e x p o r t  r a t i o ,  

r o s e  r a p i d l y  i n  1 9 8 3  and  1 9 8 4 .  T h a t  r a t i o  i s  e x p e c t e d  t o  show 

a n o t h e r  s h a r p  i n c r e a s e  t h i s  y e a r .  T h e s e  t r e n d s  s u g g e s t  t h a t  a 

r e t u r n  t o  a more b a l a n c e d  p a t t e r n  o f  U . S .  e x p o r t s  and  i m p o r t s  

c e r t a i n l y  i s  p o s s i b l e ,  b u t  s u c h  a p r o c e s s  i s  l i k e l y  t o  i n v o l v e  

s i g n i f i c a n t  a d j u s t m e n t s  i n  e c o n o m i c  v a r i a b l e s  and  t o  t a k e  many 

y e a r s .  

As i s  shown i n  t h e  l o w e r  p a n e l s ,  t h e  e x t e n t  o f  i m p o r t  

p e n e t r a t i o n  i n  r e c e n t  y e a r s  i n  c a p i t a l  and  consumer  g o o d s  



- 5 - 


i n d u s t r i e s  h a s  r i s e n  m a r k e d l y ,  t h o u g h  w i t h  s i g n i f i c a n t  

q u a r t e r - t o - q u a r t e r  f l u c t u a t i o n s  i n  t h e  d a t a .  

T h e s e  f l u c t u a t i o n s ,  e s p e c i a l l y  i n  t h e  c o n t e x t  o f  

e x t r a o r d i n a r y  i n c r e a s e s  i n  t h e  vo lume o f  n o n - o i l  i m p o r t s ,  s u g g e s t  

t h a t  c o n s i d e r a b l e  u n c e r t a i n t y  m u s t  n e c e s s a r i l y  s u r r o u n d  any 

f o r e c a s t  of s u c h  i m p o r t s .  A s  a c o n s e q u e n c e ,  f o r e c a s t  f o r  t h e  

volume o f  n o n - o i l  i m p o r t s  i s  d e p i c t e d  i n  t h e  t o p  p a n e l  of  t h e  n e x t  

c h a r t  w i t h  a n  i l l u s t r a t i v e  e r r o r  band.  

Our b e s t  j u d g m e n t ,  a s  shown by t h e  d a s h e d  l i n e ,  i s  t h a t  

t h e  vo lume o f  U . S .  n o n - o i l  i m p o r t s  w i l l  r i s e  s l i g h t l y  f u r t h e r  i n  

t h e  s e c o n d  h a l f  o f  t h i s  y e a r  and  w i l l  r e c o r d  a v e r y  s m a l l  d e c l i n e  

n e x t  y e a r .  T h i s  j u d g m e n t  i s  b a s e d  o n  t h e  f a c t  t h a t  t h e  g r o w t h  

r a t e  o f  r e a l  d o m e s t i c  s p e n d i n g  h a s  d e c l i n e d  i n  1 9 8 5  and  w i l l  e d g e  

o f f  f u r t h e r  i n  1 9 8 6  and  on  t h e  i n f l u e n c e  of t h e  d o l l a r ' s  a c t u a l  

and  e x p e c t e d  d e p r e c i a t i o n .  However ,  t h e  p o s i t i o n  o f  t h e  f o r e c a s t  

i n  t h e  i l l u s t r a t i v e  e r r o r  band i n d i c a t e s  w h e r e  w e  f e e l  t h e  b a l a n c e  

o f  r i s k s  l i e s .  The " h i g h e r  i m p o r t s "  shown would b e  2 5  p e r c e n t  

a b o v e  t h e  l e v e l  p r o j e c t e d  f o r  t h e  f o u r t h  q u a r t e r  o f  1 9 8 6 .  S u c h  a 

l a r g e ,  e x o g e n o u s  u p s i d e  e r r o r  i n  o u r  f o r e c a s t  would  r e q u i r e ,  f o r  

e x a m p l e ,  a f u r t h e r  35 p e r c e n t  a p p r e c i a t i o n  o f  t h e  d o l l a r  o r  a n  

a d d i t i o n a l  s t r u c  t u r a l  s h i f t  r e l a t i v e  t o  h i s t o r i c a l  i m p o r t  

r e l a t i o n s h i p s  2 and  1/2 t imes t h a t  a l r e a d y  b u i l t  i n t o  o u r  

f o r e c a s t .  

Any l a r g e  e r r o r s  i n  o u r  f o r e c a s t  a s  t h e  c o n s e q u e n c e  o f  

s u c h  e x o g e n o u s  f a c t o r s  would h a v e  s i g n i f i c a n t  i m p l i c a t i o n s  f o r  
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d o m e s t i c  p r o d u c t i o n .  T h e  l o w e r  p a n e l  i n d i c a t e s  t h e  r a n g e  o f  

g r o w t h  r a t e s  i n  r e a l  G N P  f o r  t h e  f o r e c a s t  p e r i o d  t h a t  wou ld  be  

a s s o c i a t e d  w i t h  t h e  r a n g e  o f  h y p o t h e t i c a l  o u t c o m e s  f o r  t h e  volume 

o f  n o n - o i l  i m p o r t s  shown i n  t h e  t o p  p a n e l .  The e s t i m a t e s  i n c l u d e  

f e e d b a c k  e f f e c t s  g e n e r a t e d  by d e v i a t i o n s  i n  t h e  vo lume o f  n o n - o i l  

i m p o r t s  f r o m  t h e  base  l i n e  p r o j e c t i o n .  As c a n  be  s e e n ,  t h e  

s c e n a r i o  of  " h i g h e r  i m p o r t s "  would t a k e  away a b o u t  h a l f  o f  t h e  

g r o w t h  i n  o u t p u t  w e  h a v e  p r o j e c t e d  f o r  t h e  n e x t  6 q u a r t e r s ,  b u t  i t  

n o twould - b e  s u f f i c i e n t  by i t s e l f  t o  p u s h  t h e  economy i n t o  

r e c e s s i o n .  

Mr. K i c h l i n e  w i l l  now c o n c l u d e  O U K  p r e s e n t a t i o n .  
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CHART SHOW CONCLUSION 


The last chart in the package displays the economic 

projections for 1985 and 1986 for Board Menbers, Presidents 

and the staff. The FOMC's 1985 projections presented to the 

Congress in February are shown in the table at the bottom. 

For 1985, the principal change has been some downward revi­

sion of expectations for growth of real GNP given develop­

ments during the first half of the year. In general, the 

staff's expectations for both real growth and inflation in 

1985 and 1986 tend to lie at the low end of the ranges for 

Board Members and Presidents. 

The Administration will not report to the Congress 

on an updated review of the budget and associated economic 

projections until mid-August, and at this juncture they have 

not settled upon their forecast. It does appear likely, 

however, that they will reduce the projection of real GNP 

growth for 1985, which currently stands at 4 percent. 

* * * * * * * * * *  





